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OPI1 NI ON

These appeal s are made pursuant to section
25666 of the Revenue and Taxation Code from the action
of the Franchise Tax Board on the protests of The
Learner Conpany, Suan Shipping Conpany, Inc., and
Learner Investnent Conpany agai nst Pro osed assessments
of additional franchise tax in the follow ng anounts for
the years indicated:
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I ncone Year Proposed

Appell ant Ended Assessnent

The Learner Conpany 9/30/68 $ 12,295.04
9/30/69 18,797.65

9/30/70 36,250.56

9/30/72 29,544.15

9/30/73 12,997.47

9/30/74 186,785.19

9/30/75 289,597.31

Suan Shi ppi ng Conpany, Inc. 12/31/74 $ 17,044.65
Learner |nvestment Conpany 2/28/70 $ 348. 36
2/28/74 4,515.80

2/28/75 3,285.17

Subsequent to the filing of these appeals, appellants
paid the total proposed assessnments of additional fran-
chise tax issued against The Learner Conpany and Suan
Shi ppi ng Conpany, Inc. Accordingly, insofar as the
appeals relate to those conpanies, they will be treated
as being fromthe denial of claims for refund, pursuant
to section 26078 of the Revenue and Taxation Code. The
appeal s of Learner Investment Conpany retain their orig-
i nal status.

The Learner Conpany is a California corpora-
tion enga?ed in buying, processing and selling scrap
‘metals. ts headquarters and principal offices are
| ocated in Qakland, California, and it operates salvage
yards in California and Uah. M. Paul W Learner is
president of the conpany and owns 99.6 percent of its
out st andi ng stock. he Learner Conpany has one wholly
owned subsidiary, Flynn-Learner, a California corpora-
tion engaged in the scrap nmetal business in Hawail.

M. Learner owns 100 percent of the stock of
appel l ants Learner |nvestment Conpany and Suan Shi pping
Company, Inc. Until its liquidation in 1969, .

Learner also was the contrpllinﬁ stockhol der of Terrylin
Shi pping Corporation. During the years under appeal,

the operations of each of these conpanies were related
in various ways to the scrap nmetal business of The

Lear ner Conpany.

Appel | ant Learner |nvestment Conpany, incorpo-
rated under California law, owns |land and inprovenments
which generally are contiguous with The Learner
Conmpany's sal vage yards. A major portion of the incone
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of Learner Investnent Conpany is derived fromrentals
to affiliated conpanies.

Appel | ant Suan Shipping Conpany is a
Panamani an corporation which owns and operates Liberian
flag vessels. Prior to.1972 one such vessel, the M V.
Suan, was in operation: in 1972 the corporation acquired
and placed into service a second Liberian flag vessel,
the M V. Terrylin. Both ships apparently are avail able
for charter butare used primarily for carrying scrap
metal on behalf of The Learner Conpany between
California and foreign ports.

Prior to its liquidation in 1969, Terrylin
Shi pping Corporation operated as a ship chartering
agent. Its primary chartering activity was related to
The Learner Conpany's scrap netal shipnents to Japan.
It also acted as general agent for Suan Shipping
Conpany, Inc.

Most of The Learner Conpany's sal es of scrap
netals are to custoners outside California. During each
of the appeal years, at |east 70 percent of those sales
were to custoners |located in Japan, and the property
sold was shipped fromfacilities located in California.
Appel lants did not file Japanese incone tax returns, nor
did they ﬁay any inconme tax to Jaﬁan during the appeal
years. The Learner Conpany and the other appellants
are represented in Japan by Hanyo Tradi ng Conpany and
Pacific Suppliers, Ltd., through the president of those
two conpanies, M. Henry Tetsuo Osano, a Japanese citi-
zen. The contractual relationship between appellants
and M. GOsano apparently began on April 27, 1961, when
The Learner Conpany and Pacific Suppliers, Ltd., as
represented by M. Osano, entered into a two-year agree-
nment. Pursuant to the terns of that agreement, The
Learner Conpany appointed M. Osano its representative
and agent in Japan and agreed to allow himand his
company to hold thenselves forth as such. The agreement
further provided that M. (Gsano was to performthe
follow ng duties on behalf of The Learner Conpany:

(1) negotiate and enter into agreenents for the sale or
purchase of any and all commodities requested by The
Learner Conpany, consisting primarily of scrap netals;
(2) in connection with any contracts wth custoners

in Japan, attend to all shipments to see that proper
handl I ng takes place; and (3? work out settlenents with
all parties in Japan on behalf of The Learner Conpany.
M. Osano was to be paid for his services.entirely by
comm ssions, and the agreenent expressly provided that
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it was termnable by either party upon sixty days
witten notice by registered nail.

The above contract has been extended by oral
agreeqg nt of the parties since its expiration date in

- Pursuant to its terms, throughout the
appeal years M. Osano continued to negotiate and exe-
cute on behalf of The Learner Conpany contracts for the
purchase and sale of scrap netals in Japan. In this
connection, he kept The Learner Conpany's Qakland office
advised periodically, via cable, of the progress of his
negotiations, of prevailing market conditions, prices
being offered, and of sales by conpetitors. Utimtely,
he established the sales prices, wthin ranges set by
The Learner Conpany, and worked out various other terns
of sales contracts. As authorized under the agreenent,
he al so oversaw The Learner Company's scrap netal ship-
ments to Japan and negotiated or conprom sed disputes
whi ch devel oped with Japanese custoners.

Pacific Suppliers, Ltd. and Hanyo Trading
Company have offices in Tokyo, Japan, and Honol ulu

Hawaii. M. GOsano hires his own enployees to assist him
in his duties as agent for The Learner Conpany and ot her
foreign principals trading in Japan. In correspondence

whi ch he issues on behalf of The Learner Conpany, M.
Osano identifies hinself as that conpany's representa-
tive. It appears that the only Tokyo office expense
borne by The Learner Conpany is the cost of the cables
transmtted from Japan to The Learner Conpany by M.
Osano and his assistants.

During the appeal years, Paul W Learner
president of The Learner Conpany, and Ernest E.
Bridgewater, 1its executive vice -president, made occa-
sional trips to Japan. Their trips occurred once or

1/ The record does not indicate when Hanyo Tradi ng
Company entered the factual picture. It apﬁears, how-
ever, that during the appeal years it was the operative
agent of The Learner Company In Japan, as represented by
its president, M. Osano. For purposes of this opinion,
M. OCsano will at tines be referred to as appellants
representative in Japan, although we are fully aware
that the contract in question was actually between The
Learner Conpany and M. Osano's wholly owned corpora-
tion, Pacific Suppliers, Ltd.
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twice a year and were generally of one to three weeks
in duration. During their stays in Japan, Messrs.
Learner and Bridgewater visited a nunber of trading
conpani es and steel consuners, including both existing
and potential customers of The Learner mpany. The

st ated purPoses of those trips were to solicit sales of
scrap netal and to discuss various shipping problens.
In the earlier appeal years, the visits also involved
negotiations for the construction in Japan of the M V.
Terrylin, appellant Suan Shipping Conpany, inc.'s second
vessel, which was placed into service in 1972.

For each appeal year, appellants filed
California franchise tax returns on a separate account-
ing basis. In conputing its income from California
sources, The Learner Conpany treated all sales made
to custonmers located in foreign countries and states
other than California as sales wthout the state. Upon
exam nation of those separate returns, respondent deter-
mned that The Learner Conpany, Learner |nvestnent
Conpany, Suan Shi ppi ng Conpany, Inc., Flynn-Learner
and Terrylin Shipping Corporation were all engaged in a
singl e unitary business. Accordingly, their income from
California sources was reconputed by use of a conbined
report and a three-factor (property, payroll and sales)
aPportlonnent_fornuIa. In computing the sales factor
of the apportionment fornula, respondent assigned to
California those sales nmade by The Learner Conpany in
Japan and other foreign countries. The assignment of
foreign sales to California was based upon the provi-
sions of sections 25122 and 25135 of the Revenue and
Taxation Code and respondent's regul ations issued
t her eunder. In determning the factors of the various
affiliated corporations, respondent included those of
Suan Shi ppi ng Conpany, Inc. on a "voyage day" basis.
(Cal. Adm n. Code, tit. 18, reg. 25101, subd. (b).) For
one of the appeal years, income year 1974, respondent
I ssued a direct deficiency assessment against Suan
Shi ppi ng Conpany, Inc.

At the protest level, appellants objected to
respondent's determ nation of their unitary status and
to the factors used in the aﬁportionnent formula. They
now appear to concede that the affiliated Learner com
panies constitute a unitary business. Accordingly,
pursuant to the provisions of section 25101 of the
Revenue and Taxation Code, their income from California
sources is to be determ ned pursuant to the allocation
and apportionnent provisions of the Uniform Division of
Income for Tax Purposes Act (UDI TPA), which is contained
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I n sections 25120-25139 of the Revenue and Taxati on

Code. Al though appellants no |onger question the pro-
priety of applying an apportionnment fornula to determ ne
that portion of their net income which is subject to tax
in California, they,contend that the formula used by
respondent fails to do this. The issues for decision
therefore, concern the conposition of the three factors
used by respondent in conputing appellants' incone from
California sources, and the direct assessnent of fran-
chise tax against Suan Shipping Conpany, Inc. for the

I ncone year 1974,

. WHETHER, FOR PURPOSES OF COWPUTI NG THE
SALES FACTOR OF THE APPORTI ONVENT FORMULA,
RESPONDENT PROPERLY ASSI GNED TO CALI FORNI A
ALL SALES MADE BY OR ON BEHALF OF THE
LEARNER COMPANY TO CUSTOVERS | N JAPAN.

"General ly speaking, UDI TPA requires that a

t axpayer's business incone be apportioned to this state
by multiplying the incone by a fraction, the nunerator,
of which is the property factor plus the,payroll factor
plus the sales factor, and the denom nator of which is
three. (Rev. & Tax. Code, § 25128.) Section 25134 of
t he Revenue and Taxation Code definesthe sales factor
as follows:

The sales factor is a fraction, t he
nunerator of which is the total sales of the
taxpayer in this state during the income year,
and the denom nator of which is the total

sal es of the taxpayer everywhere during the
i ncone year.

The rules for determ ning whether sales of tangible
personal property are in this state are set forth in
section 25135 of the Revenue and Taxation Code as
fol | ows:

Sal es of tangible personal property are
in this state if:

(a) The property is delivered or shipped
to a purchaser, other than the United States
government, within this state regardl ess of
the f.o.b. point or other conditions of the
sale; or

(b) The property is shipped from an
office, store, warehouse, factory, or other
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pl ace of storage in this state and (1) the:
purchaser is the United States government or
(2) the taxpayer is not taxable in the state
of the purchaser. (Enphasi s added.)

Asit is usedin the apportionnment provisions, the term
"state" is defined to include any toreign country or
political subdivision thereof. (Rev. & Tax. Code,

§ 25120, subd. (f).) The purpose of subdivision (b)(2)
of section 25135, comonly termed the '*throwback rule,”
Is to prevent the apportionment of sales under the usual
"destination" rule to states or countries in which the

t axpayer is not doing business, thereby preventing the
apportionnent of income to a state or country which is
wi thout jurisdiction to tax such incone. (Keesling and
Warren, California's Uniform Division of Inconme for Tax

Purposes Act (Part 1), 15 U CL A L. Rev. 655 672
(1968).)

Under UDITPA, whether a California taxpayer
t axabl e outside of California is determ ned pursuant to
the provisions of section 25122 of the Revenue and
Taxati on Code, which reads as foll ows:

For purposes of allocation and apportion-
ment of income under this act, a taxpayer is
taxable in another state if (a) in that state
It is subject to a net income tax, a franchise
tax neasured by net incone, a franchise tax
for the privilege of doing business, or a
corporate stock tax, or (b) that state has
jurisdiction to subject the taxpayer to a net
I ncone tax regardl ess of whether, in fact,
the state does or does not.

Wth respect to subdivision (pof this section, respon-
dent's regul ations provide:

The second test, that of Section 25122
(b), applies if the taxpayer's business
activity is sufficient to give the state
jurisdiction to inpose a net incone tax by
reason of such business activity under the
Constitution and statutes of the United
States. Jurisdiction to tax is not present
where the state is Prohibited from inposin
the tax by reason of the provisions of Public
Law 86-272, 15 U.S.C A s 381-385. In the
case of any "state" as defined in Section
25120(f), other than a state of the United
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States or political subdivision of such state,
the determnation of whether such "state" has
jurisdiction tosubjectthe taxpayer to a net
I ncone tax shall be nade as though the juris-
di ctional standards anIicabIe to a state of
the United States applied in that "state.",

[f jurisdiction is otherw se present, such
"state" is not considered as w thout #uris-
diction by reason of the provisions of a
treaty between that state and the United
States. (Cal. Adm n. Code, é}.18, reg.
25122, subd. (c) (Art. 2.5).)

Applying the above rules in the instant case,
respondent determned that The Learner Conpany‘s sales
of scrap metal shipped from California to custoners in
Japan and other foreign countries should be treated as
California sales and included in the nunerator of the
sal es factor since, under the jurisdictional standards
applicable in the case of another state of the United
States, The Learner Conpany was not subject to a net
income tax in Japan or in the other foreign countries
in which.its customers were |ocated.

Appel | ants apparently do not contest the
assignment to California of The Learner Conpany's sales
to purchasers in foreign countries other than Japan.
Al t hough they concededly paid no incone tax to Japan
during the appeal years, they neverthel ess contend that
the business activities of The Learner Conpany and its
representatives in Japan were sufficient to give that
country jurisdiction, hypothetically, to inpose an
income tax under United States constitutional and statu-
tory standards. Under those circunstances, appellants
urge, the sales to Japanese custonmers should not have
been "thrown back"” to California, the state from which
the goods were shipped. Specifically, it is appellants'
position that during the appeal years the statutory
Imunity from tax ich is afforded by the provisions of
Public Law 86-272 (15 u.s.C.A.§§ 381-384) to taxpayers
carrying on mninum business activities in sister states

2/ Respondent's regulation 25122, subd. (c) (Art. 2),
applicable for income years beginning prior to Decenber
31, 1972, and ending after the effective date of the
regulations in Article 2.5, reads substantially the sane
as this provision.
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woul d not have been available to The Learner Conpany in
Japan, if the sane standards were applicable there.
Since appellants herein have not challengeg either the
constitutionality of the "throwback rure,"-/ or the
applicability of Public Law 86-272 standards to foreign
commerce, we shall confine our discussion to their con-
tention that the "throwback rule" was inproperly applied
in this case

By its enactnent in 1959 of Public Law 86-272
(73 Stat. 555, 15 U S.C. A s 381), Congress placed cer-
tain limtations on the power of a state to inpose a net
i ncone tax on income derived by an out-of-state taxpayer
frominterstate coomerce. Subdivision (a) of section
381 of the codified law provides, in relevant part:

No State, . .. shall have power to
| mpose, ... @ net incone tax on the incone
derived within such State by any person from
Interstate comrerce if the only business ‘
activities within such State by or on behal f
of such person during such taxable year are
. the follow ng:

(1) the solicitation of orders by such
person, or his representative, in such State
for sales of tangible personal property, which
orders are sent outside the State tor approva
or rejection, and, if approved, are filled by
gripnent or delivery froma point outside the

tate: . ..

In determning whether there is jurisdiction to tax, the
courts and this board have strictly limted the statu-
tory immunity provided by Public Law 86-272 with respect
to enployee activity of the out-of-state seller to
solicitation of orders or activities incidental thereto.
(See, e.9g., Mles Laboratories, Inc. v. Oegon Depart-
ment of Revenue, 274 Oe. 395 {546 P.24 1 ;
ron Fireman Mg. Co. v. State Tax Conm ssion, 251 Oe.

3/ TT should be noted that the constitutionality of the
“"throwback rule" was recently upheld by the California
Court of Appeal in Hoffnman-La Roche, INnc. v. Franchise
Tax Board, 101 Cal. App. 3d 691 (Jan. 31, 19

KErll 10, 1980, the taﬁg?yer's petition for hearing in
the California Supreme Court was denied.
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227 {445 P.2d4 126) (1968); Appeal of Riblet Tramway,
Cal. St. Bd. of Equal., Dec. , . e mal ntenance
of a sales office-by the out-of-state seller in the
taxing state, staffed by the seller's enployees, clearly
exceeds solicitation and is thus outside the statutory
protection of Public Law 86-272. (Appeal of Schmid
Brothers, Inc., Cal. St. Bd. of Equal., My 21, 1980;
eals of CITC Industries, Inc. and Bob WIf Associ-

ates, Inc., Cal. St. Bd. of Equal., June 28, 1979.

Where the out-of-state seller uses independent
contractors, rather than its own enployees, to consum
mate sales in the taxing state, a greater degree of
activity may be engaged in by such contractors w thout
causing the out-of-state'seller to lose its inmunity
under Public Law 86-272. In this regard, subdivisions
(c) and (d) of section 381 (15 U S.C. A § 381) provide:

(c) For purposes of subsection (a) of
this section, a person shall not be considered
to have engaged in business activities within
a State during any taxable year nerely b
reason of sales in such State, or the solici-
tation of orders for sales in such State, of
t angi bl e personal proper&y on behal f of such
person by one or nore independent contractors,
or by reason of the maintenance, of an office
in such State by one or nore independent con-
tractors whose activities on behalf of such
person in such State consist solely of making
sales, or soliciting orders for sales, of
tangi bl e personal property.

(d) For purposes.of this section--

(1) the term "independent contractor"
nmeans a conm ssion agent, broker, or other
independent contractor who is engaged in
selling, or soliciting orders for the sale of,
tangi bl e personal propertK for nore than one
principal and who holds hinself out as suchin

tﬁf regul ar course of his business activities;
an

_ (2) the term "representative" does not
I nclude an independent contractor.

As can be seen, under these provisions an independent

contractor cannot 'only solicit sales but is also per-
mtted to make sales and to maintain an office in the
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taxing state wthout destroying his out-of-state prin-

cipal's #urisdictional immunity fromtax on the incone
derived from such sales.

Qovi ously, the taxing power of the country of
Japan is not restricted in any way by the provisions of
Public Law 86-272. That |aw becomespertinent, however,
for purposes of determning whether sales in Japan by a
conpany_enga?ed in a unitary business which is subject
to tax in California are to be included in the
California numerator of the sales factor. Under respon-
dent's regul ations, the determ nation of whether a
foreign country has jurisdiction to subject the taxpayer
to a net incone tax 1s nmade as though the jurisdictional
st andar ds apﬁlicable to a state of the United States
applied in that foreign country. (Cal. Admn. Code,
tit. 18, reg. 25122, subd. (c).) Accordingly, in the
instant case it is necessary to determ ne whether The
Learner Conpany's activities in Japan during the appeal
years were sufficient to give Japan jurisdiction to
I npose a net incone tax under the jurisdictional stan-
dards of the United States Constitution and Public Law
86-272, whether or not such a tax was in fact inposed.

Appel lants first contend that the activities
of M. Osano, as representative of The Learner Conpany
in Japan, met or exceeded the mninum standards set
forth in Public Law 86-272, giving The Learner Conpany
sufficient nexus with Japan to sustain that country's
imposition of a net incone tax on the income derived by
The Learner Conpany fromits sales in Japan. There can
be little doubt that if M. Osano were deemed to be an
enpl oyee of The Learner Conpany, his sales activity in
Japan woul d exceed Public Law 86-272's "solicitation"
standard, since he naintained an office in Japan and
actual ly executed sal es contracts on behalf of The
Learner Conpany. Conversely, if M. Osano were an
i ndependent contractor, those same acts would not cause
The Learner Conpany to lose its imunity fromtax in
Japan under Public Law 86-272 standards.

Respondent contends that the contractual
rel ationship between M. GOsano and The Learner Conpany
was that of independent contractor and principal.
Arnellants di sagree. They stated early in these agﬁeal
proceedings that M. Gsano was not an enpl oyee of The
Learner Conpany; they |ater characterized him as neither
an enpl oyee nor an independent contractor, but as sone-
thing somewhere between those two; finally, they urge
that if the choice is between M. GCsano's being an
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employee ana an indepenoent contractor, he was an
enpl oyee during the years in question. |n ascertaining
whet her or not Public Law 86-272 standards have been
exceeded, it becones essential to first determ ne
exactly what the business relationship was between The
Learner Conpany and M. Gsano.

As noted earlier, an "independent contractor”
is defined, for purposes of Public Law 86-272, as "a
commi ssion agent, broker, or other independent contrac-
tor who is engaged in selling, or soliciting orders’for
the sale of, tangible personal property for nore than
one principal and who holds hinself out as such in the
regul ar course of his business activities." (15
U.S.C.A. s 381, subd. (d)(l).) This definition has been
criticized on the ground that it uses the termto. be
defined as part of the definition (see beaman, Paying
Taxes to Oher States (1963) p. 6.23), and it is there-
fore necessary to look to common law rules in order
to deternine whether M. OCsano was an independent
contractor.

Those rules were summarized by the California
Suprene Court in Enpire Star Mnes Co. v. California
Enpl oyment Conmi ssion, 28 Cal. 24 33 [168 P.2d 6861
(1940) as tollows:

In determining whether one who performs
services for another is an enpl oyee or an

I ndependent contractor, the nost inportant
factor is the riyht to control the manner and
means of acconplishing the result desired.

[f the enployer has the authority to exercise
conpl ete control, whether or not that right

Is exercised with respect to all details, an
enpl oyer-enpl oyee relationship exists. Strong
evidence in support of an enploynent relation-
ship-is the right to discharge at will, wth-
out cause. [Gtations.] Oher factors to be
taken into consideration are (a) whether or
not the one performng services is engaged in
a distinct occupation or business: (b) the
kind of occupation, with reference to whether
in the locality, the work is usually done
under the direction of the principal or bK a
specialist wthout supervision; (c) the skill
required in the particular occupation: (d)
whet her the principal or the workman supplies
the instrumentalities, tools, and the place of
work for the person doing the work; (e) the
length of time for which the services are to
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be performed; (f) the method of paynent,

whet her by the time or by the job; (g) whether
or not the work is a part of the reﬁular busi -
ness of the Brincipal; and (h) whether or not
the parties believe they are creating the

rel ationship of enployer-engloyee. (Rest .,
Agency, § 220; Cal. Ann. § 220.) (28 Cal. 2d
at pp. 43-44.)

(See also Anglimv. Enpire Star Mnes Co., 129 F.2d 914
(9th Cir. 1942).,) |IT 1t 1s otherwse determned that a
person perfornmng services is an independent contractor
that status will not be lost by his principal's reten-
tion of broad general ﬁomers of supervision and control
as to the results of the work, so as to insure satisfac-
tory performance of the independent contract. (McDonal d
v. Shell G| Co., 44 Cal. 2d 785 (285 p.2d 902) (1955)
Appeal of Cagney Productions, Inc., Cal. St. Bd. of
Equal ., April 21, 1959.)

Applying these principles here, we note that
under the ternms of the agreenent between The Learner
Conpany and Pacific Suppliers, Ltd., as represented by
M. GOsano, The Learner Conpany was not authorized to
control, nor did it in fact exercise control, overthe
means or nethods by which M. GOsano and his enpl oyees
conducted the operation of their offices in Tokyo and
Honolulu. Al though The Learner Conpany set certain
limts on prices and other ternms of the contracts nego-
tiated by M. GCsano, it did not control the manner in
which the negotiations were carried out. M. Gsano
mai ntai ned his own conpany's office in Tokyo. He hired
the company's enpl oyees, determined their work schedul es
and what duties would be perforned by them and provided
all office supplies. Cearly, M. Gsano and his cor-
porations operated a business separate and apart from
The Learner Conpany, one requiring special expertise,
fluency in the Japanese |anguage, and famliarity with
Japanese cultural and business traditions. The Learner
Conpany paid M. Gsano entirely on a conm ssion basis,
and the success and profitabilit¥ of his independent
busi ness depended upon his own efforts and the good wl|
he was able to establish and maintain anong the Japanese

busi ness people with whom he dealt. Although the origi-

nal two-year contract between Pacific Suppliers, Ltd.
and The Learner Conpany provided that it could be ter-
minated by either party upon sixty days witten notice,
it has in fact been orally renewed and the business

rel ati onship has continued for many years. W believe
all of these facts establish that M. Gsano was an
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independent contractor performing services on behalf of
The Learner Company, and the broad general powers of
supervision exercised by The Learner Company were not
inconsistent with that status. Furthermore, Mr. Osano
qualifies as an independent contractor under the defi-
nition contained in Public Law 86-272, since he holds
himself out as being engaged in the business of selling
and soliciting orders for the sale of tangible personal
property, and he performs such services for principals
other than The Learner Company.

Appellants next contend that even if it were
determined that Mr. Osano was an independent contractor,
the activities which he performed in Japan on behalf of
The Learner Company exceeded those limited activities in
which an independent contractor may engage under Public
Law 86-272 standards without destroying the immunity
from tax otherwise afforded his out-of-state principal.
For the reasons stated hereafter, we cannot agree.

As noted earlier, Public Law 86-272 expressly
allows the independent contractor not only to solicit
sales in the taxing state on behalf of his out-of-state
principal, but also to maintain an office in that state
and to make sales, without exposing his principal to
tax. Whether the independent contractor can conduct
even more extensive activities than those mentioned and
still preserve his out-of-state principal’ Public Law
86-272 immunity has been a subject of speculation by
legal writers (see, e.g., Beaman, supra, pp. 6.20-6.23
and Lohr-Schmidt, _Developing Jurisdictional Standards
for State Taxation of Multistate Corporate.Net Income,
22 Hastings L., 1N25 1088-93 (1971)); however, there
is no case law directly in point.

It has been settled law in California for many
years that for tax jurisdictional purposes and for pur-
poses of determining the source of income, the business
activities of an independent contractor will not be
eauated with the business activities of his principal.

(See lrvine To., V. McColgan, 26 Cal. 2d 160 (157 P.2d
847] ((ﬁ@ZS).)-% In pre-UDITPA decisions, this

4/ The Irvine Co. case was decided under section 10 of
the Bank and Corporation Franchise Tax Act (an early
predecessor of present section 25101 of the -Revenue- and
(Continued on next page.)
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board has concluded that sales solicited outside
California by independent contractors acting on behalf
of a California vendor cannot be treated as out-of-state
sales in conputing the sales factor of the apportionnment
fornul a. (GppralSnoft . O | Tool Co. , Cal . St.
Bd. of Equal., Sept. 20, 1962;—Appeal—et Cagney Pro-
ductions, Inc., supra.) The tax policy behind these
decisions is that a sale of goods by an independent
contractor constitutes a part of the independent con-
tractor's own business, rather than the business of the
i ndividual or corporation whose products he sells. The
state in which the sale is made has jurisdiction to tax
the independent contractor‘s profits fromthe sales, and
that state is therefore being paid for the protection it
affords the only activity occurring within its borders.
The sane reasoning serves as a basis for the policy set
out in Public Law 86-272, which permts the out-of-state
seller to have the independent contractor do nore than
it allows the seller's enployees to do w thout incurring
tax liability. (See Beaman, supra, p. 6.21.)

Public Law 86-272 was enacted in 1959 in an
effort to limt the power of the various states to tax
income derived frominterstate commerce. Although
Congress thereby carved out a specific area of imunity
fromstate taxation, we find nothing in that [aw s
l egislative history to indicate any congressional intent
to change prior state |law regarding the tax effect of a
corporation's utilization of independent contractors to
consunmate its sales in other states, provided such
I ndependent contractors otherwise come wthin the defi-
nition contained in Public Law 86-272. (See generally
S. Hep. No. 658, 86th Cong. 1st Sess., reprinted in
(1959) U.S. Code Cong. & Ad. News 2548-2561.) In fact,
we believe it would be inconsistent with the whole
restrictive purpose of that federal law to construe it
in a manner which would make the selling corporation

4/ "(Continued _ _ _
Taxation Codeg, when it was phrased in terns of "doing
busi ness" rather than "source of income.” W have held,
however, that the sane rule applies in determ ning

whet her a taxpayer derives inconme from sources within
and without California, making its incone subject to

formul a aPportionnEnt; (Appeal of Geat Western
Cordage, Inc., Cal. St. Bd. of Equal., April Z2Z,
1943.)
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more vulnerable to state taxation after the enactnent of
Public Law 86-272 than it was, under pre-existing |aw.
Wth these thoughts in mnd, we conclude that all of the
busi ness activities conducted by M. GOsano as an inde-
pendent contractor performng services on behalf of The
Learner Conpany and others in Japan were within the
scope of activities allowable under the provisions of
Public Law 86-272. Accordingly, M. (sano's sales
activity on behalf of The Learner Conpany would not have
caused the incone from such sales to be subject to tax
in Japan, under Public Law 86-272 jurisdictional stan-
dards, and respondent properly treated The.Learner
Conpany's sales in Japan as sales attributable to

Cal 1 fornia.

Alternatively, appellants argue 'that during
t he appeal years the activities in Japan of Paul W
Learner and Ernest E. Bridgewater, president and exec-

utive vice president, respectively, of The Learner

Conmpany, exceeded the scope of "solicitation?, by
enpl oyees which is perm ssible under Public Law 86-272
standards, thereby causing The Learner Conpany to |ose
its imunity fromtax in Japan if those same federa
standards were applicable in that country. They base
this contention on the fact that Messrs. Learner and
Bridgewater each typically made an annual trip to Japan.
On those trips, of one to three weeks in duration, they
all egedly visited Japanese trading conpanies and stee
consumers, discussed all manner of shipping and collec-
tion problenms, and solicited sales of scrap netals.
Respondent determ ned, and appellants do not deny, that
nmost of the activities of the two chief executive offi-
cers in Japan related to the business of Suan Shipping
Conpany, Inc., rather than to that of The Learner
Conpany. Appellants neverthel ess contend that those
activities wnhich Messrs. Learner and Bridgewater did
engage in on behalf of The Learner Conpany in Japan
exceeded mere solicitation of sales under the.juris-
di cti onal standards of Public Law 86-272.

Appel | ants have not alleged that any sales of
scrap nmetal were actually consunmated by Messrs. Learner
and Bridgewater during their trips to Japan. In our
opinion, the infrequent visits of two of The Learner
Conpany's top executives to Japan .can best be character-
ized as good Wwill or public relations mssions, rather
than sales trips. W have great difficulty equating
their brief annual visits to Japan with any type of
regular and substantial sales activity which would give
that country hypothetical jurisdiction to tax under
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traditional due process standards. Certainly, we cannot
‘construe their activities during those visits as con-
stituting enpl oyee business activity in excess of
"solicitation," wunder the jurisdictional standards

of Public Law 86-272,

For the above reasons, we conclude that in
computing the sales factor of the apportionment formnula,
respondent properly assigned to California all of the
sal es nade by or on behalf of The Learner Conpany to
customers in Japan.

I, WHETHER, | N COVPUTI NG THE APPORTI ONVENT
FORMULA, RESPONDENT ERRED N | NCLUDI NG
FACTORS ATTRI BUTABLE TO SUAN SHI PPI NG
COVPANY, | NC

As noted earlier, Suan Shipping Conpany, Inc.
(Suan) is a Panamanian corporation which is wholly owned
by M. Paul W Learner, president and principal stock-
hol der of The Learner Conpany. Suan owns and operates
Li berian flag vessels which are available for charter
but are used primarily for carrying scrap metal ship-
ments on behal f of The Learner Conpany. W do not
believe that it can be seriously argued that, under well
establ i shed standards, Suan is not an integral part of
the unitary business conducted by the other affiliated
Learner conpanies. For reasons hereafter stated, how
ever, appellants nevertheless object to any inclusion
of factors attributable to Suan in the apportionnent
formul a usedtodeterm ne the percentage of appellants'
combi ned unitary income which was to be apportioned to
California for the years in question.

Initially, appellants contend that byinclud-
ing Suan factors in the apportionnent fornula, respon-
dent has inposed a net-income tax on a foreign-based
corporation enPaged in foreign comerce, thereby placing
an 1 npermssible burden upon foreign conmrerce in viola-
tion of the commerce clause of the United States
Constitution.  This argument disregards the operative
effect of using the fornula method in conputing the
taxabl e income of a unitary business. Once it is deter-
mned that a corporate taxpayer is engaged in a unitary
busi ness which is deriving income from sources within
and without the taxing state, that state's application
of a reasonable apportionment fornula does not result
in the taxation of extraterritorial values, butrather
constitutes an attenpt to estimate that portion of the
total apportionable 1ncone of the combined unitary
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operation which is reasonably attributable to |oca
activities carried out in the taxing jurisdiction.

Constitutional attacks against the inclusion
of inconme derived fromforeign sources in the preappor-
tionment tax base have been notably unsuccessful. As
early as 1924, the United States Supreme Court approved
New York's inposition of an apportioned franchise tax on
a British corporation which manufactured ale in Geat
Britain and sold a portion of it in New York. (Bass
Ratcliff &« G etton, Ltd. v. State Tax Comm Ssi on, 766
US 271169 L. Ed. 282) (1924).) The constituti onal
validity of including foreign source inconme in the
apportionable tax base was reaffirmed by the Suprene
Court as recently as March 19, 1980, in Mbil Ol
Corporation v. Conmi ssioner of Taxes of Vernont,

-- US -- (63 L. Ed. 2d 510} (1980). Under the facts
of that case, the Court determned that the State of
Vernmont's inclusion in the preapportionment tax base
of dividend income received by Mbil O, a New York
corporation, fromits subsidiaries and affiliates doing
busi ness abroad did not violate either the due process
clause or the conmmerce clause of the United States
Constitution. This conclusion appears to have turned
on Mbil Ql's failure to establish that the foreign
operations of its subsidiaries and affiliates were
unrelated to its integrated unitary petroleum enter-
prise, a portion of i ch was conducted in Vernont.
Appl ying the same principles in the instant case, we
must concl ude that appeITants' initial comerce clause
argument is totally without merit.

Appel l ants next urge that respondent's inclu-
sion of Suan's incone in the apportionnent formula
violated the comerce clause of the federal Constitution
in another way. They argue that by its enactment of
section 954 of the Internal Revenue Code of 1954,
Congress exercised its exclusive constitutional power
to regul ate foreign commerce, thereby denonstrating an
intent that income of the type covered bz that section
shoul d be exenpt fromall tax. During the years in
question, section 954(b)(2) provided that, for certain
Eurposes under the federal income tax law, a foreign

ased conpany's inconme did not include incone derived
from or 1n connection with, the use (or hiring or

| easing for use) of any aircraft or vessel in foreign
commerce, orthe performance, of services directly
related to the use of any such aircraft or vessel. W
see no need to go into a discussion of whether or not
this provision would have any rel evance under the facts
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ofthis case since, unless specifically nade applicable
to the states, any congressional or treaty restrictions
pl aced upon the inposition of a federal incone tax do
not limt the right of a state to inpose an apportioned
tax on net incone. As the United States Suprene Court
observed recently in the Mbil GOl case, cited above:

Concurrent federal and state taxation of
income, of course, is a well-established norm
Absent some explicit directive from Congress,
we cannot infer that treatnment of foreign
incone at the federal |evel mandates identica

treatnent by the States. (63 L. Ed. 2d at
p. 528.)"

Furthernore, as has been pointed out earlier, the appor-
tioned tax in question in the instant case is not a tax
on foreign source inconme, but rather a tax on that
portion of the unitary business income of the Learner

group which is reasonably attributable to its business
activity in California.

We also summarily reject appellants' attenpts
to show by neans of separate accounting that inclusion
of the Suan factors in the apportionnent fornula |eads
to a disproportionate anmount of Suan's incone being
attributed to California. It is well settled that
separate accounting figures cannot be used to inpeach
the results of fornula apportionnment, once it is deter-
mned that a unitary business exists, as is the case
here. (See Butler Bros. v. McColgan, 17 Cal. 2d 664
{111p.2d334] (1941), affd., 315 U S. 501 {86 L. Ed.
991} (1942); John Deere Plow Co. v. Franchise Tax Board,
38 Cal. 2d 214 1238 P.2d 569] (1951), app. dism, 343
U S 939 (96 L. Ed. 1345] (1952).)

Finally, appellants contend that the provi-
sions of section 24320 of the California Revenue and
Taxation Code prohibited respondent from including the
i ncone of Suan Shipping Conpany, Inc. in the apportion-
ment formula used to determne what portion of the
Learner group's business income was to be attributed
to California. That section, which was added to the
Revenue and Taxation Code in 1969, reads as foll ows:

I ncone derived fromthe operation of '
aircraft or a ship or ships by a corporation
organi zed under the laws of a foreign country
shall not be included in gross inconme, and
shaII_Pe exenpt from the taxes inposed by this
part if:
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~(a) The aircraft are registered or the
ships are docunented under the |aws of the
‘foreign country;

(H) The income of the corporation is
exenpt from national income taxes by reason of
a treaty or agreement between such foreign
country and the United States which provides
for an equivalent exenption to corporations
organized in the United States; and

(c) Units of governnent (other than

at the national level) within such foreign

» country do not inpose a tax upon corporations
organi zed in the United States with respect to
income derived from the operation of aircraft
regi stered or ships docunented under the |aws
of the United States. (Stats. 1969, ch. 1191,
p. 2321-2322.)

In a letter dated August 8, 1969, to then Assenbly
Speaker Robert Mnagan, Assenblyman Pete W/ son, who
was at that tine a' menber of the Assenbly Conmttee on
Revenue and Taxation, clarified the objectives of this
| egi sl ation and, therequirements for exenption under
section 24320 [Senate Bill 1285 of the 1969 Regul ar
Session] as foll ows:

Dear M. Speaker: The follow ng explana-
tion is offered to make clear the intent of
the Legislature in enacting Senate Bill 1285
of the 1969 Regul ar Sessi on by Senat or
Bur gener .

S B. 1285 is a bill to secure for
Aeri can-based sea and air carriers operating
in foreign lands exenption from foreign pro-
vincial (rather than national) taxation of
i ncone derived by such carriers fromtheir
operation in foreign lands.

To secure this exenption for Anmerican
carriers, the bill extends a reciprocal exenp-
tion fromthe California Bank and Corporation
Tax to income earned by foreign carriers from
operation within California, provided that
certain specified conditions exist. One of
the conditions is that the national governmnent
of the foreign carrier and the United States
have entered into a tax treaty, granting
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reci procal exenption from their respective
national incone tax to the carriers of the
other nation.

Therefore the exenption from the
California Bank and Corporation Tax proposed
in this bill would not be available to car-
riers of nations with whomthe United States
has no such treaty. ... (4 Assem J. (1969
Reg. Sess.) p. 8249.)

We agree with respondent that in order for
Incone to be exenpt from tax under section 24320 of the
Revenue and Taxation Code, all of the qualifying condi-
tions specified in that section nust be net. Insofar as
is applicable here, the first such. requirenent is that
the income in question mustbe derived from the opera-
tion of a ship or ships by a corporation organi zed under
the laws of a foreign country. t is undisputed that
the income of Suan Shipping Conpany, Inc., a Panamani an
corporation, nmeets this initial statutory condition.

The second requirement for the exenption, set
forth in subdivision (%) of section 24320, is that the
ship be documented "under the laws of the foreign coun-
try." (Enphasis added.) Respondent argues that the
use of the definite article "the," as opposed to an
indefinite "a," before the noun "foreign country
presents yet another qualifying condition, i.e., that
the corporation and the ship nmust neet the dual test of
nationality and docunentation before the section 24320
exenption applies. Hespondent contends that support
for 1ts position is to be found in Revenue Ruling 75-459
(1975-2 Cum Bull. 289, revoking Rev. Rul. 73-350,
1973-2 Cum. Bul I . 251), an Internal Revenue Service
interpretation of section 883 of the Internal Revenue
Code of 1954. That section provides a federal tax
exenption to a foreign corporation deriving earnings
from t he operation of ships docunented under the |aws of
a foreign country which grants an equival ent exenption
to United States citizens and corporations. Appellant
ur?es that respondent's position, if adopted, would
defeat the purposes for which section 24320 of the
Revenue and Taxation Code was enacted.

We reserve decision on this issue for the
proper case, in view of our belief that a third condi-
tion for exenption under section 24320 has not been met
in the instant appeals. That requirenment, set forth in
subdivision (b) of the section, is that the incone of
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the foreign corporation' be exenpt from national income
taxes by reason of a treaty or agreenent between the
foreign country and the United States which provides for
an equival ent exenption to United States corporations.

We believe that the only reasonable construction of
section 24320 is one which requires such a treaty or
agreenment between the United States and the foreign
country of docunentation, in this case, Liberia. The
income in question is derived as a direct result of the
operation of ships flying the flag of that country, and
the "equival ent exenption" mnust exist between the United
States and that country if the quid pro quo thene of the
statute is to be inplenented.

No such qualifying treaty or agreenent exists
between the United States and Liberia. t hough we
understand that the shipping income of Liberian com
panies is unilaterally exenpted fromthe United States
tax base b% reason of section 883 of the Internal Reve-
nue Code, because Liberia unilaterally exenpts fromits
incone tax the income of all forei%n owned shi ps engaged
in foreign commerce, this is notsutfficient to satisfy
the requirements of section 24320 of the Revenue and
Taxation Code. The latter section, unlike the federa
Incone tax provision, clearly conditions the availabil -
ity of the exenption fromtax in California on the
exi stence of a fornal treaty or agreenent between the
United States and the foreign country in question.

Unil ateral accommodations will not suffice. Under the

circunstances, section 24320 is inapplicable in the
instant case, and it therefore presents no barrier to
i nclusion of the incone of Suan Shipping Conpany, Inc.
in the apportionnent formula used .by respondent to

?etgrrjne appellants' California franchise tax
iability.

I1l.  WHETHER THE DI RECT ASSESSMENT OF TAX
| SSUED AGAI NST SUAN SHI PPI NG COVPANY
INC. FOR THE I NCOVE YEAR 1974 WAS PROPER

CGeneral |y speaking, the apportionnent of
income of a unitary business carried on by separate cor-
porations consists of two steps. First, 1t Is necessary
to determ ne by apportionment forrmula that amount of the
total net incone of the corporate group which is attrib-
utable to California sources. |f nore than one of the
corporations is doing business in California, a second
step is then undertaken in order to divide the aggregate
California net income and the resulting California
franchise tax liability among those corporations doing
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busi ness in California. (See Keesling and Warren, The
Unitary Concept in the Allocation of Incone, 12 Hastings
L.J. 42, 59 (1960).)

- have al ready concluded that in all of the
years involved in these appeals, respondent properly
i ncluded the factors of Suan Shipping Conpany, Inc. in
computing the conbined unitary inconme of the related
group of Learner corporations. In each year respondent
then conpleted the first step of the apportionnent
process, as outlined in the preceding paragraph, by
determining by formula apportionment what portion of the
group3 unitary income was subject to tax in California.
For all incone years other than 1974, respondent then
carried out the second step nentioned above, further
apportioning the aggregate California net income between
The Learner Conpany and Learner Investnment Conmpany and
Issuing direct assessnments of franchise tax accordingly.
For one incone year only, 1974, respondent also issued a
direct assessment against Suan Shipping Conpany, Inc.
We confess to being puzzled by this distinct treatnent
of Suan for that one year, in view of the fact that the
Learner qroup's business operations were apparently
carried on, in that year in the sane nmanner as in every
ot her appeal year. Qur only concern here, however, is
whet her that direct assessnment can be sustai ned.

The assessnent agai nst Suan Shippin% Conpany,
Inc. for the incone year 1974 presumably was based upon
respondent's determnation that Suan was not only a

part of the Learner unitary group, but that it was al so
doing business in this state in that year. "Doing busi-
ness" 1s defined in the Bank and Corporation Tax Law to
mean "actively engaging in any transaction for the pur-
pose of financial or pecuniary gain or profit," (Rev. &
Tax. Code, § 23101.) In support of its determnation
with respect to 1974, which carries with it a presunp-
tion of correctness (Appeal of Halliburton Ol Wl
Cenenting Co., Cal. St. Bd. of Equal., ApriT 20G, 13955),
respondent relies on the follow ng undisputed facts:

(1) Suan Shipping Conpany, Inc. was whollv owned by #r.
Paul W Learner, a resident of California: (2) it owned
two Liberian flag vessels which were used primarily in
carrying scraﬁ metal shipments between California ports,
principally the Port of Qakland, and foreign ports: (3)
al though Suan was a Panamani an corporation, its only
representative in Panama was a lifetine agent appointed
on formation of the corporaiton; (4) Suan's corporate
officers, directors and shareholders were all residents
of California: (5) the nmeetings of Suan's board of
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directors and its shareholders were held. in California:
6)all records of that corporation, including books of
account, were nmintained in this state; and 6%) charters
for the services of Suan's two Liberian flag vessels
were arranged by personnel of the affiliated Learner
conpanies located in California.

The above facts doindicate that Suan Shipping
Conpany, Inc. had substantial contacts with the State
of California in 1974. Furthermore, appellants have not
argued that Suan was not doing business in California in
that year. They have based their contention that the
di rect assessnent was inproper primarily on the applica-
bility of Revenue and Taxation Code section 24320 to
exenpt Suan's inconme fromtaxation in California. In
view of our decision that section 24320 is not applica-
ble in the. instant case, we nust conclude that appel-
| ants have failed to establish error in respondent's
direct assessment against Suan Shipping Conpany, Inc.
for the inconme year 1974.

On the basis of the foregoing analysis, we

hol d that respondent's action in these matters nust be
sustained in all respects.

ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,
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| T | S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claims of The Learner Company and Suan
Shlppln? Conpany, Inc. for refund of franchise tax in
0

the follTow ng anounts for the years indicated:
I ncome Year Ref und
Appel | ant Ended Cained
The Learner Conpany 9/30/68 $ 12,295.04
9/30/69 18,797.65
9/30/70 36,250.56
9/30/72 29,544.15
9/30/73 12,997.47
9/30/74 186,785.19
9/30/75 289,597.31
Suan Shi ppi ng Conpany, Inc. 12/31/74 $ 17,044.65
be and the sane is hereby sustained. It is further

ordered, pursuant to section 25667 of the Revenue and
Taxation Code, that the action of the Franchise Tax
Board on the protest of Learner Investnent Conpany

agai nst proposed assessnents of additional franchise tax
in the anounts of $348.36, $4,515.80 and $3,285.17 for
the income years ended February 28, 1970, February 28,
1974, and February 25, 1975, respectively, be and the
sane i s hereby sustained.

Done at Sacramento, California, this 30th day
of Septenber, 1980, by the State Board of Equalization

, Chairnman

. Member

.. Member

ggﬁémber

,'anber
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